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The Fed Still Matters… Even for High Yield 

 

With interest rates and the Fed being top of mind for investors over the past 4 years, it’s 

no surprise that fixed income markets are exhibiting historically high correlations to 

interest rates. That said, when we take a closer look at High Yield (HY) credit, the 

magnitude of the correlation, especially within a historical context, may surprise you. 
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According to BofA Global Research, the trailing one-year correlation of the HY market 

(ICE BofA US High Yield Index) to five-year Treasury bonds stands around +60%. This 

figure, while down from the recent highs, sharply contrasts with the mostly negative 

correlation that existed from 2007 to 2020 and correlations in the +30-40% range from 

2021 to 2023.  

 

 

High Yield vs 5yr Treasury correlation 

 
*Based on weekly total returns, trailing 1-year and 3-years 

Source: BofA Global Research (1/24/2025)  

 

The increased sensitivity of HY to rates can also be seen in the correlation to the ICE 

BofA US Corporate (Investment Grade) Bond Index, with recent readings around +70% 

compared to historical levels (2007-2019) mostly ranging from 0% to +60%. The 

elevated correlation between HY and IG makes sense when put in the context of 

historically low spreads, with IG and HY spreads near 15-year lows and dispersion 

among rating categories, both within IG and HY, at historically low levels. Traditionally, 

given longer duration and lower spread, IG has been viewed as much more rate-

sensitive than HY.   
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High Yield vs Investment Grade correlation 

 
*Based on weekly total returns, trailing 1-year and 3-years 

Source: BofA Global Research (1/24/2025)  

 

The elevated correlation of HY to rates is especially striking when put in the context of 

HY market option-adjusted duration (OAD) of 2.96, near all-time lows and compared to a 

30-year average of 4.13. Duration could continue to move lower as coupons continue to 

reset toward market yields, with the current average coupon in the HY Index standing at 

6.41%, 82 basis points (bps) lower than the Index yield-to-worst (YTW) of 7.23%.  

 

As the correlation of HY to rates and IG has moved higher, the correlation to Leveraged 

Loans (LL) has gone in the opposite direction. This makes sense given the floating rate 

nature of LL coupons; however, this trend is also a reflection of the divergence in 

underlying fundamentals, a topic we have discussed repeatedly over the past few years. 

While the HY market has seen credit ratings upgrades outpacing downgrades on an 

annual basis since 2020, the loan market has seen net downgrades since 2021. This 

dynamic is also reflected in the widening gap between HY and LL default rates, with the 

gap (302bps as of 12/31/2024) at a high since 2000. Despite record repricing activity in 

the loan market (49% of the loan market repriced in 2024 with an average margin 

reduction of 55bps) and lower future interest burden providing a fundamental tailwind 

to LL credits, we do not expect the divergence in credit quality to reverse anytime soon. 
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High Yield vs Leveraged Loan correlation 

 
*Based on weekly total returns, trailing 1-year and 3-years 

Source: BofA Global Research (1/24/2025)  

 

Historically high-interest rate correlations in a historically low/negatively correlated 

asset class such as HY reinforces the idea that rates and yield curve will be key drivers 

of return for corporate credit this year. The nuance being that HY given the duration 

profile is likely skewed toward FOMC policy and the direction of front rates while IG, with 

longer duration, is likely more driven by rate moves further out on the yield curve. This 

increased rate sensitivity comes at a time when interest rate volatility remains elevated 

relative to the prior decade, increasing the challenge for fixed income investors looking 

to effectively position portfolios. While our credit process remains bottom-up focused 

with a macro-overlay, we are laser-focused on understanding and positioning around 

rates and yield curve given our view that these factors will continue to be primary 

drivers of outcomes across fixed income markets.  
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Let’s keep talking! 

 

Smith Capital Investors 

 

Our mailing address is: 

Smith Capital Investors   

1430 Blake Street 

Denver, CO 80202 

303-597-5555 

833-577-6484 

info@smithcapitalinvestors.com 

www.smithcapitalinvestors.com 
 

The opinions and views expressed are as of the date published and are subject to change without notice. Information 

presented herein is for discussion and illustrative purposes only and should not be used or construed as financial, 

legal, or tax advice, and is not a recommendation or an offer or solicitation to buy, sell, or hold any security, 

investment strategy, or market sector. No forecasts can be guaranteed. Any investment or management 

recommendation in this document is not meant to be impartial investment advice or advice in a fiduciary capacity 

and is not tailored to the investment needs of any specific individual or category of individuals. Opinions and 

examples are meant as an illustration of broader themes, are not an indication of trading intent, and are subject to 

change at any time due to changes in the market or economic conditions. There is no guarantee that the information 

supplied is accurate, complete, or timely, nor are there any warranties concerning the results obtained from its use. It 

is not intended to indicate or imply that any illustration/example mentioned is now or was ever held in any portfolio.  

 

Past performance is no guarantee of future results. Investing in a bond market is subject to risks, including market, 

interest rate, issuer, credit, inflation, default, and liquidity risk. The bond market is volatile. The value of most bonds and 

bond strategies are impacted by changes in interest rates. The return of principal is not guaranteed, and prices may 

decline if an issuer fails to make timely payments or its credit strength weakens. High yield or “junk” bonds involve a 

greater risk of default and price volatility and can experience sudden and sharp price swings.   

 

Please consider the charges, risks, expenses, and investment objectives carefully before investing. Please see a 

prospectus, or, if available, a summary prospectus containing this and other information. Read it carefully before you 

invest or send money. Investing involves risk, including the possible loss of principal and fluctuation of value. 

 

This material may not be reproduced in whole or in part in any form, or referred to in any other publication, without 

express written permission from Smith Capital Investors. 

 

Smith Capital Investors, LLC is a registered investment adviser.   

 

 

 

 


